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Dear Applicant: i,

Wa have considered your applic%tion for recognition)of
exemption from federal income tax under section 50l1(a) of the
Internal Revenue Code as an organization described in section
501(c) (3). Based on the informatiang submitted, we have concluded

that you do not qualify for exempti;on under that section. The
- bagis for our conclusion is set forth below. :

|
FACTS! °

You were incorporated on NENENNEENY 2s 2 nonprofit
public benefit corporation under the:laws of
According to your Bylaws, your purppse’ is to establish am
integrated health care delivery system to provide hogpital and
physician services to persons in through tanaged
care contracts with employers, insurers and other payors of
medical services, L :

Your Articles of In_c:orporation" ‘ laws provide that you
have two categories of membars, ]

Your sole , is the
ITrust”), an organization

exempt under section 501(c) (3) of the Code and affiliated with
h (fhe! "System™) and (NN
O ("Hospital'). Your)! are
comprised of licensed physicians engaged in the private practice
of medicine who are members of the llhéd.ical staff of the h
All of your have ir?t‘gred inte agreements
("Physician Provider Agreements") w thi your organizationfor the-
provision of professional services ilmd‘;er health care contracts
("Managed Care Contracts") which you jhave entered into with
various entitjes, such as employers, jinsurers, third-pa
administrators, preferred provider brganizations, health'!
maintenance organizations, etc. ("chitractors") . S
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_Under your Bylaws, the Y - t)e
F’each elect an eqial inumber of persons |'on your
oard of Directors. One of the Directors elected by the

must be the Chief Executive Officdr of the
System. In addition, the Members m at elect at least ore
Director who is a "community representative," a person who is
neither a physician nor an employe¢ pf the System. Currently,
your Board is comprised of seven persons: three Directors elected
by the ¥ three Directors elected by the

one of whom js§the CEO of the System; and
one. community representative. Your Bylaws do not contain a N
conflicts of interest policy. P .

'

Your Bylaws provide that your ! each pay a
membership fee of $ENNEMW and your | pays a
- meémbership fea equal to the total membership fees paid by the
- Additional "dues! or "assessments® may be
levied on your members by a vote of two-thirds of your Bbard, but
ho more often than semiannually. ||

Under a typiecal Physician Provider Agreement, a physician
agrees to provide professional medical services to the '
individuals employed or covered ("Covered Persons") under Managed
Care Contracts with Contractors. A|physician may continbe to
provide professional medical services to other patients and may .
participate in other pilans, programsor networks providing :
medical services to patients. Under;a! Physician Provider
Agreement, you agree to develop a ne work of physicians,
hospitals and other health care providers to provide medical care
to Covered Persons; to market the profaessional medical services
of these providars; and to devolop,imeéotiate, anter inte and
administer Managed Care Contracts with Contractors. Under
‘certain circumstances, you may provide: billing and colleétion
services ‘for physician providers. : ‘ :

Currently, you have entered intg three Managed car
Contracts, the largest of which is ith ,
. Under this contract, you agree to require your,
contracted physician and hospital providers to provide héalth
care services to Covered Persons. | ! :

Dy A
You have also entered into a Hospital Provider :
Agreement with the. System. Under this. agreement, the
agrees to provide medical services tq Covered Persons as ordered
by the physician providers. These sérvices are provided by
persons employed by or under contract with the Hospital.{ Under
this agreement, you agree to develop iai network of physicians, )
hospitals and other health care providers to provide medical care
to Covered Persons; to market the professional medical services
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of these providers; and to devaloq,'nagotiate, enter into and
administer Managed Care Contracts with Contractors.
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Section 501(¢) (3) of the Codej provides for the exe?ption
from federal income tax of organizations organized and operated.
exclusively for charitable, scientific or educational purposes, .
provided no part of the organization’s net earnings inu?es to the
benefit of any private shareholder;@rﬁindividual. .

Section 1.501(c) (3) e Tax Regulations
provides that an organiz ! ] xclusively for one or

purposes and (b) do not expressly empower the organization to
engage, otherwise than as an insubs&aptial part of its |
activities, in activities which in!themselves ara not in
furtherance of one or more exempt purposes.

" Saction 1.501(ec) (3)-1(c) (1) of ithe regulations provides that
an organization will be regarded as :"operated exclusively" for
one or more exempt purposes only if {it engages primarily in
activities which accomplish one or more of such exempt purposes
specified in section 501(c) (3) of theiCode. Aan organization will
not be so regarded if more than an|insubstantjal part of its :

activities is not in furtherance of :an exempt purpose.

Section 1.501(c) (3)-1(e) (1) o#;the regulations-sta@es that -
an organization which is organized;anq operated for the
purpose of carrying on an unralated itrade or business i
exempt under section 501(c)(3) of thie Code.

I.
ot ' e

In X () i on .
dtates, 326 U.S. 279, 283 (1943), §QQ§Court'stated that i"the
presence of a single . . , [nonexe
nature, will destroy the exemption regardless of the number or
importance of truly . . . [exemptj purposes.” .

Section 1.501(c) (3)=1(d)(2) of the regulations proviides that
the term "charitable™ is used in cade :section 501(c) (3) in its
generally accepted legal sense. Tﬂegpromotion of health has long
been recognized as a charitable purpose. Sag Res
{Second) , Trusts, sec, 368 and sec. 372; ot sts (34
Ed. 1967), sec. 368 and sec. 372; dnﬂ;ReV. Rul. 69-545, 1969-2
C.B. 117. . : o ‘ :
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Rev, Rul. 69-545, gupra, provides that an organization whose
purpose and activity are providinq:@oSpital care is proﬁpting
health and it may therefore qualify|as organized and opérated in
furtherance of a charitable purposgfif it meets the other
requirements of section 501(c) (3) of the Code. The Service cited
various favorable factors in reaching: this conclusion. : )
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gulations pProvides that

£ private shareholders or individudls.
Furthermore, an exempt orqanizatiopim@y not be operated,| Qirectly
or indirectly, for the benefit of private interests. Sge section

1.501(c) (3)~1(d) (1) (i1) and Rev. Rul.:69-515, supra.

Section 1.502-1(b) of the regulations provides that; a
subsidiary organization of a tax exempt organization may be ,
exempt on the ground that the activVities of the subsidiary are an
integral part of the exempt activities of the parent
organization. However, the subsidiary is not exempt from tax if
it is operated for the primary puré@sé of carrying on a 'trade or
business which would be an unrelated trade or business if
regularly carried on by the parent .organization. :

Rev. Rul. 854-305, 1954-2 C.B. 127, describes an organization
whose primary purpose is the operation and maintenance dz a
purchasing agency for the benefit of its otherwise unrelated
members who are exempt as charitablel drganizations. Thairevenue
ruling held that the organization did not qualify under section
101(6) of the Code (the predecessor Lo section 501(<c) (3)) because
its activities consistaed primarily lof the purchase of supplies
and the performance of other relat di services. The revenue
ruling stated that such activities in themselves cannot be termed
charitable, but are ordinary businqsgzactivities.

Rev. Rul. 69-528, 1969-2 C.B. 127, describes an organization
formed to provide investment services ion a feae basis only to
organizations exempt under section 501(c) (3) of the Codel The
organization invested funds received; from participating tax-~
exempt organizations. The service organization was free| from tha
control of the participating oxganiﬁgﬁicns and had absolute and -
uncontrolled discretion over investment policies. The ruling
held that the service organization gid not quality under! section
501(c) (3) of the Code and stated th@p providing investment
services on a regular basis for a fee is a trade or busihess

ordinarily carried on for profit. ! :@ .

'




Rev. Rul. 72~369, 1972-3 C.B. !245, describes an organization
formed to provide management and consulting services at |cost to
unrelated exempt organizations. This 'revenue ruling states:

Providing managerial and consulting servigces
on a reqular basis for aifee is a trade or !
business ordinarily carried on for profit. Thie
fact that the services in this case are provided
at cost and solely for eXempt organizations isj not
sufficient to characterize this activity as .
charitable within the meaning of section 501(¢c) (3)
of the Code. , e .

In Rev. Rul. 77~3, 1877-1 C.B. 140, a nonprofit organization
that provides rental housing and related services at cost to a
city for its use as free temporary housing for families whose
homes have bean destroyed by fire is| Hot an exempt charitable

organization. This revenue ruling istates:

[I]t is the city rather thbn the organization that
is providing free temporqu'housing to the i
distressed families. The organization is merely
leasing housing property hn@ providing certain,
maintenance and other serivices in cornection
therewith to the city at cost in a manner similar
to organizations operated for profit, and is not
itself engaged in charitab;q activities, .

In B.8.W. Group, Inc, v. Commissioner, 70 T.C. 352 {1978),
the organization entered into consultant-retainer relationships
with five or six limited resource groups involved in thel fialds
of health, housing, vocational skillls and cooperative mapagement .
The organization’s financing did not| resemble that of the typical

section 501(c) (3) organization. Itfhaﬂ neither solicited, nor

|

recelved, any voluntary contributio 8 from the public. The court
concluded that because its sole activity consisted of offering
consulting services for a fee, sat ht or close to cost, to
nonprofit, limited resource organizations, it did not qualiry for

exemption under section 501(c¢) (3) of: the Code.

[ :
W ! I

In W tan
70 T.C. 1037 (1978), a nonprofit corporation that assist%d
charitable organizations in their fuind raising activitieﬁ by
providing financial planning advice; on charitable giving| and tax
planning-to wealthy individuals was held not to qualify under
saction 8501(e¢) (3) of the Code beca bggits tax planning services
warae a substantial nonexempt actizgr':enabling the corporation to
provide commercially available se iices to wealthy individuals
free of charge. L o




- control over the trust. This was bpcause the trustee was

- An organization that merely pfohotes health, without more,
is not entitled to recognition of déxemption under section
501(c) (3) of the Code. For exampld, while selling prescription
pharmaceuticals promotes health, pharmacies cannot qualify for
recognition of exemption under section 501(c) (3) on that; basis
alone. 1In Federation Pha ice . v issioner, 72
4;08th Cir. 1980), the Tax

T.C. 687 (1979), aff’d, 625 F.2d 80

Court stated, at 72 T.C. 692: -
Virtually everything we buy has an effect,
directly or indireetly, an! our health. We do hot
believe that the law requires that any :
organization whose purpoﬁe}fs to benefit healkth,
however, remotely, is automatiecally entitled,
without more, to the des#rgd exemption.

Living Faith, Inc. v. Commissioher, 950 F.2d 365 (7th cir.
1991), involved an organization thatt: operated restaurants and
health food stores with the intentibn ‘of furthering the religious
work of the Seventh-Day Adventist Church as a health ministry,
However, the Seventh Circuit held that these activities wera
primarily carried on for the purpose: of conducting a commercial
business enterprise. Therefore, the' organization did not qualify
for recognition of exemption under F@ction 501(c) (3) of the Code.

In Rev. Rul. 78-41, 1978-1 C.B.: 148, a trust created by a
hospital to accumulate and hold funds to pay malpractice,clainms :
against the hospital was detarmined to: be an integral part
organization because the hospital exercised significant financial
required to make payments to claima ts: at the direction of the
hospital, the hospital provided theigupds for the trust and the -
hospital directed where the funds fkgméthe trust were to;be paid.

Rev. Rul. 70-535, 1970-2 C.B. 117, describes an organization

formed to provide management, development and consulting;service$

for low and moderate income housing| projects for a faa. The

revenue ruling held that the organization did not qualify under -

section 501(c) (4} of the Code. The| fevenue ruling stated: :
[N ‘ *

Since the organizatibm’s primary activity is '’
carrying on a buainess by! managing low and :
moderate income housing projacts in a manner
similar to organizations pzekated for profit, the
‘organization is not operated primarily for the:
promotion of social welfax?.é The fact that these
services are being performed; for tax exampt !
coxporations does not chahéefthe business nature
of the activity. by -

i
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through contracts negotiated with health maintenance .
organizations (HMOs). The TIra’s Primary activities were to serve
as a bargaining agent for its members in dealing with HMOs and to
perform the administrative claims services required by the

agreements negotiated with the HMOSpf The Service found that the

IPA did not provide to HMO patients;ﬁc@ess‘to medical care. which

fees. Because the IPA operated in ajmanner similar to '

organizations carried on for profiti and its pPrimary beneficiaries
were its member-physicians rather than the community as a whole, .
the service denied the IPa exemptioh under sections 501(c)(4) and

RATIONALE |

1. ~While the promotion of health is considered a
charitable purpose within the meaning of section 501(c) (3) of the
Code, providing ordinary commercial!services for a group iof '
health care providers does not directly promote health. :There is
no broad community benefit that results from such activities.,
Providing these services is not a cbqritable activity but rather-
an ordinary commercial activity. The fact that one of these
health care providers is tax—exemptgﬁsiirrelevant. Sag Rev. Rul.
54~305, gupra; Rev, Rul. 69-528, Supra; Rev. Rul. 72-369, supra; °
Rev. Rul. 77-3, supra: S.W. 0. c., Supra: Q_h;:;g;_i_ag )
Stewardship Assistance, Ing,, i iFe ion
ices er, ra: rand v
Commissioner, supra. The various néﬁwgrk[ marketing
and administration services that you lprovide for your i

are ordinary commercial services. Thus, You are not a
.direct provider of health care services. :
1

Therefore, you are neither org?'
exclusively for charitable purposes lunder sections 1.501dc)(3)-
1(b) and 1.501(c) (3)-1(¢) (1) of the fedqulations. For the sane
reasons, you would not qualify as an ‘oxrganization described in
saction 501(c) (4) of the Codae. §gg§ge?. Rul, 70-535, supra, and
Rev. Rul. 86-98, supra. i )

!
i Inc.
» hegotiating

dized nor operated

2. When an exempt health care iorganization, such as a
hospital, conducts various essential iservices or support -
activities that do not constitute the direct provision of health
care services (e.g., management, fiscal, administrative or

investment services), the hospital‘é;egemption is not jedpardized

[
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‘ he S a substantial
hon-exempt purpos m%
R.C., supra) or whether pPrivate interests are beiny served more

than incidentally. The revenue rulﬁﬁgs discussed above provide
eéxamples ‘of substantial commercial agtivities that did not
further the tax-exempt Purposes of the' organizations. The
various network, marketing, negotiating and administratién
de for your ) .are.not
i Services are :
ercial activities. You are
fur ¢haritable basis but are
providing them to your in return for specific
membership fees, "duegh and assessments." fThese activities
reflect a substantial nonexempt purpdse that disqualifies you for
exemption under section 501(e) (3) of ithe Code. Becausie these
activities represent more than an ingubstantial
activities, they caus i .
section 1.501(c) (3)-1(c) (1) of the i : i ecause ydu are
not "operated exclusively" for a ta$:exempt Purpose.
3.  Under section 1.502-1(b) of the regulations, one
organization may derive its éxemption from a related or
exempt under section 501(e) (3) of the Code if it is an

paxt of the exempt organization. Td obtain exemption

derivatively, two requirements must be met: (1) the,twof
organizations must be "relateqr and '(2) the subordinate entity
must perform "essential® services for: the parent.

For this purpose, organizétion# Aﬁe related only jif they

- consist of a parent and one or more jof lits subsidiaries, or

subsidiaries having a common parent.| !&n exempt organizathion is
not related to ancther exempt organ‘z#ticn nerealy because;they
both engage in the same type of exe k activities. gSee section
1.502~-1(b) of the regulations. Since! you are controlled by the
Trust, a tax-exempt organization, a !by Physicians engaged in
the private practice of medicine, you:do not satisfy this! first
requirement. ERSEY

Section 1.502-1(b) of the Tegulations includes the fglloying;

example of an organization that is cpbsﬁdered as providing
essential services: a subsidiary which, is operated for the sole
purpose of furnishing electric powexi used by its‘parept g )
erganization, a tax-exempt education@} organization, in_carrying
on its educatijional activities, i :

Under the regulations, however,gé'éubsidiary organization

that is engaged in an activity that would be considered an
unrelated trade or business if it were regularly carried on by




Similariy, i
several unrelated exempt organizatipmsfand Operated for the

y itéwould
an unrelated:trade or
of the tax-exempt

You are controlled by the Trusﬁj a tax-exempt or

' . ; qanization,
and by physicians engaged in the pr;wate practice of medicine.

Therefore, if the Trust reqularly carried on the variousinetwork,
marketing, negotiating ang administfdtion services that you
provide for your , {the Trust would be considered
45 engaged in an unrelated trade or husiness. Therefore, the
services you provide for your are not dssential
services and you do not satisfy the!%e¢ond requirement, .
. [

As a result, you do not qualifﬁ ‘For examption under:section
501(c) (3) of the Code as an integral part of the Trust. See Rev.
Rul. 78-41, supra, b ) )

4. The various network, markéting, negotiating anq

économic benefit vialates the prosicription against private

inurement in section~1.501(c)(3 -1(c) (2) of the regulatio#s.
With respect to the other , ‘this economic
banefit violates the Proscription agajnst Substantial private

benefit in section 1.501(c)(3)-1(d)(i)(ii). Therefora, y?u are .
hot operated exclusively for charitable purposes and do neot
qualify for exemption under saction ﬁolxa)(3) of the Code!

The economic benefit you providhgtb your
would also prevent you from being recognized as exempt ‘undeyr -
sections 301(e) (4) ox 501(c) (&) of the Code. See Rev. Rul. 86-
98, supra. SobE — :

5. The promotion of health is|{ considered a charitable
PUrpose in the general law of charityg,;Thus, a2 health care
organization may gqualify as organized:and operated in furtherance

<

"of charitable purposes if it is operated to benefit the community

as a whole rather than privata individuals or interests. |Rev.
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SUpra, establishes a community benefit standard that

number of factors to determine whether a hospital
operates to benefit the c ' ]
interests. In tnis

ommunity asa’ whole rather thaniprivate
‘ revenue ruling,! control of g tax-exempt
hospital by a board of truste

&S compgsed of "independent |civic
leaders" was a significant fact. The

application of the'
community benefit standard of Rev. Rul €9-545, » td exempt
hospitals and other ' as
sustained in tern Ke j
F.2d 1278 (D.C. cir, 1974
(1975), and in
acg., 1981+~2 ¢.B. 2.
demonstrate that a-tax

the health of the community as a whéﬁe: benefiiting
private interests, is the organization‘s adoption of a
substantial conflicts of interest poliicy.

i

poﬁiby. Therefore, in the

)t interest policy, it! cannot
mnunity benefit standard ot

69-545, Supra. Therefore,! you have failed to establish-
that you will be operated

exclusively: for charitable Purposes
under saction l.SOl(c)(J)—l(c)(l) of the regulations.

CONCLUSTON
For the reason '

exemption as an organization descr ed ', (¢) (3) of
the Code ang you must file federal ip¢ome tax returns. j
Contributions to You are not de

auctible under sectiod 170 of
the Code. P B

You have the right to protest this ruling if you beljeve it
is incorrect. To Protest, you shoul¢;submit a statement of your
views, with a full explanation of yo S

Ur reasoning. This .
statement, signed by one of your offic

€rs, must be submitted
within 30 days from the date of this!letter. ¥You also have a
right to a conference in

this office after your statement iig
subnitted. You must request the cont rence,

if you want e, .
when you file your protest statementis If you are to be - |
represented by someone who is not one bf your officers, that
person will need to file a proper power of a

. ttorney and otherwise -
qualify under our Conference and Praqtﬁqe Requirements. :

protest this rulingiin a timely manner, it
venue Service as a failure
remédies. Section 7428(b) (2)
in part, that a declaratory judgmentior




decree under this section shall not
unless the Taw Court, i ’
or the District Court of the United State
Columbia determines that the organization
administrative remedies available to it wi
Revenue Service. : P
-If we de not hear from You withiin 30 days, this ruling will
@ final and copies will be forwarded to your key district
Thereafter, any questions :about your federal income tax
status should be addresaed to that ioffice. The appropriate State
Officials will be notified of this agtion in accordance- with Code

S for the District of
involved has déxhausted
thin the Internal

saction 6104 (c).

1
i

[ ' .
When sending additional letters! to us witn respect to this

case, you will expedite thair receipt by using the following
address: P ;

Internal Revenue Service

CP:E:EO:T:1, Room 6504
1111 Constitution ave;, N.w.
Washingten, D.C. 20234

For your convenience, our FAX humber is Ty
iy

If you have any questions, ple?ée,cantact‘the parson whose
hame and telephone number are shcwni;ngthe heading of this
letter. L '

_éincérely,
R
uiﬁ?éd)llsﬂnn1ﬁﬁeduquhm
Marvin Friedlander
Chiaf, Exempt Organizétions

i
1

i iTechnical Branch 1




